This paper presents a theory of individual behavior in which the drive to accumulate wealth is a critical motive behind economic action. The suggested theory is fully consistent with the NeoClassical approach to choice, subject only to displacing the traditional hedonistic interpretation. When this theory of individual behavior is placed in the context of a self-interest private property economy in which individuals accumulate wealth in the form of financial claims(intermediated accumulation) and firms maximize profits, it generates a logical explanation of the causes of effective demand failures.
I. Introduction
The theory of under-consumption has a long and distinguished pedigree within the history of economic thought, yet within current mainstream economic theory it has all but dropped by the wayside. Although contemporary economists may talk of the problem of deficient demand relative to potential production, the reasoning is now of an entirely different social and political complexion. This paper seeks to examine how this subtle intellectual transformation was effected, and how the constructions of modern microeconomic theory preclude the earlier view of underconsumption. The paper then discusses how this earlier view can be re-instated within the modern NeoClassical utility maximization framework.
It should be emphasized at the outset that the goal of the paper is not to argue that bouts of under-consumption represent a frequent problem within contemporary economies: indeed the opposite may be true. Rather the argument is that excavating the foundations of this earlier view provides a superior understanding of the behaviors that constitute economic action, and helps understand many of the major institutional developments that have characterized capitalist economies over the last fifty years. Moreover, these developments may themselves explain why under-consumption has not been a problem in recent history, but with them come a potential new set of economic problems.
At a deeper level the paper challenges the fundamental vision which has driven modern theory. This vision which derives from Adam Smith's metaphor of the invisible hand, maintains that the voluntary pursuit of individual economic self-interest is ultimately consistent, subject only to establishing the right vector of prices. Within contemporary macroeconomics this vision is shared by both New Classicals and Neo-Keynesians, albeit that the latter emphasize the "arthritic"
aspects of the invisible hand as manifested in price rigidities and co-ordination failures. In place of this harmonious vision the paper presents a psychological basis to economic action that potentially generates insufficient demand for output. This outcome is unrelated to the issue of market failure, but rather derives from the primitive psychological goals that are the impulse to economic action.
II. Under-Consumption and the Keynesian Revolution: A Brief Retrospective in the History of Thought
The Great Depression of the 1930's marks the single greatest crisis in the economic history of the developed capitalist economies. To many at the time, economic events seemed to confirm the theories of under-consumption developed by the early Classical economists of the 18th and 19th
centuries. Yet, paradoxically, mainstream economic thought emerged from this traumatic experience purged of these very theories.
In many respects it is ironic that this purging of the theory of under-consumption can be attributed to the Keynesian Revolution and its intellectual successes, since Keynesian theory emphasized the importance of the demand for output in explaining the level of economic activity.
Despite having this profound similarity with theories of under-consumption, Keynesian economics radically transformed the representation and social perception of the problem. Whereas Classical under-consumption theory had always been viewed with suspicion, and interpreted as antagonistic toward the dominant ideology and order, the Keynesian system was viewed (by most) as free of these subversive implications. However, as is argued below, this benign position was only obtained by adopting an intellectual framework that ultimately invited the theoretical deconstruction and discrediting of the Keynesian model, and the restoration of Say's Law and the economics that Keynes sought to dispel.
The transformation wrought by Keynes is evident in the very language of the General Theory which restated the problem in the technical terms of aggregate demand. This literary transformation served to avoid the political and ideological conflicts which had surrounded theories of under-consumption. In the face of the evident wants of many, explaining unemployment and its accompanying human waste as the result of under-consumption invited cries for radical change in the distribution of income and the social structure. By restating the problem in terms of aggregate demand, Keynesian theory successfully distanced itself from the theories of the Classical underconsumptionists. In doing so it avoided becoming emeshed in the political controversies surrounding socialism. In place of the public ownership of the means of production, the Keynesian system proposed a new solution to the problems of capitalism captured by Lerner's (1951, p. 3-7) metaphor of the economy as a car travelling down the highway, with the government in the driver's seat and fiscal policy serving as the steering wheel. For the most part this new apolitical representation was widely accepted, though Hayek (1944) is noteworthy for his sustained insistence on the deeper political implications of Keynesian theory.
The new language of macroeconomics pioneered by Keynes readily fitted in with the development of economics as a profession. In common with other professions, the study of economics in the 20th century has been marked by the progressive development of professional boundaries and identities. These developments have served to confer authority and control on the members of the profession, warranting their knowledge claims and disenfranchising the voice of non-members. Part of this movement has involved the development of professional languages accessible only to the members of the profession, and the General Theory with its new vocabulary of macroeconomics was well adapted to this secular trend. In this connection, the widespread adoption of mathematics as a representational device may also be interpreted as part of this trend, and it is noteworthy that the General Theory was considered a mathematically sophisticated text at the date of its publication. While conferring social power on professional economists, these linguistic developments also depoliticized the subject matter of economics: applied to the Keynesian Revolution, effective demand and the algebra of C+I+G now displaced the theory of under-consumption.
While the apolitical and technical language of the General Theory facilitated the Keynesian Revolution, its triumph was the result of Keynes' theoretical innovations and his provision of a socially acceptable explanatory framework for addressing the catastrophic events of the 1930's.
These innovations included the liquidity preference theory of interest rates, the liquidity trap, and
Keynes' extensive treatment of expectations, and the theory of investment. With his Marshallian background, the theoretical structure of the analysis was in the spirit of market equilibrium. The economy was represented as a set of markets, and the nature of equilibrium in each market was then examined. The instability of entrepreneurial expectations combined with the existence of interest rate floors, then opened the possibility that interest rates might be unable to ensure a level of demand sufficient for full-employment.
This representation of the economy was more than just a matter of theoretical refinement of subject matter and technique : it marked a decisive break with Classical analysis. For Classical economists the theory of distribution had been at the fore of their explanations of the level of economic activity. The problems of capitalism were definitively linked to the question of distribution, which itself was the source of the problem of effective demand. This position is captured by Rodbertus (1949, p. 249) who writes: "This circumstance is that when the distribution of the national product is left to itself, certain circumstances connected with the development of society produce this effect: that with increasing productiveness of the labor of society, the wages of the laboring class become an ever smaller portion of the national product.
...It would be equally clear that on account of that circumstance the main channel of sale of internal and consequently of the entire national trade, that is, the purchasing power of four-fifths or five-sixths of society, does not expand in proportion to the progressive production, but rather simultaneously contracts in like proportion, from which it be just as easy to demonstrate the necessity of glut."
The Classical representation of the macro economy therefore held capitalist economies to be fundamentally inconsistent, being marked by tendencies to generate patterns of distribution inconsistent with full-employment.
Unlike the Classicals, Neo-Keynesian analysis of the macroeconomic problem did not identify Capitalism as a potentially inconsistent form of economic organization. Rather the problem was represented as one of "market failure" concerning the adjustment of interest rates and prices. Keynes' analysis therefore radically shifted the focus of debate within macroeconomics to problems of price rigidity and inter-temporal co-ordination failure. The flavor of the new analysis is captured by the following passage from the General Theory (p. 210-11).
An act of individual saving means--so to speak--a decision not to have dinner today. But it does not necessitate a decision to have dinner or to buy a pair of boots a week hence or a year hence or to consume any specified thing at any specified date. Thus it depresses the business of preparing today's dinner without stimulating the business of making ready for some future act of consumption. It is not a substitution of future consumption-demand for present consumptiondemand,--it is a net diminution of such demand....If saving consisted not merely in abstaining from present consumption but in placing simultaneously a specific order for future consumption, the effect might indeed be different. For in that case the expectation of some future yield from investment would be improved, and the resources released from preparing for present consumption would be turned over to preparing for the future consumption....
The implications of Keynes' analysis were quickly picked up. Pigou (1943) challenged Keynes' claim to an underemployment equilibrium showing that price deflation would serve to restore aggregate demand through a wealth effect operating on money balances. Modigliani (1944) extended this line of inquiry identifying rigid nominal wages as the culprit, since nominal wage rigidity explained why prices did not fall. Henceforth, labor market failure was identified as the principle source of the macroeconomic problem, and labor was now held to be implicitly responsible for the problem of unemployment. Such a line of reasoning, all be it with ever more sophisticated stories explaining price and wage rigidity, continues to be the approach of contemporary macroeconomics. In writing the General Theory Keynes had intended a decisive intellectual break with the past. The Keynesian Revolution achieved such a break, but it was not a break with the full-employment equilibrium theory of his rival, A.C. Pigou: rather it was a break with the Classical tradition and the theory of under-consumption.
III. Reinterpreting Scarcity
From its conception modern economics has proclaimed scarcity to be the universal condition which provides the raison d'etre for economic inquiry. Neo-Classical theory, which dominates contemporary economic theory, places a particular interpretation on scarcity, justifying it in terms of an unlimited demand for consumption by individuals. The formal embodiment of this interpretation within the constructs of utility theory involves the insatiability assumption regarding individual preferences, which ensures that marginal utility is always positive. This apparently innocent technical assumption, which is quickly foisted upon the entering student to be thereafter taken for granted, has enormous ramifications for macroeconomic theory. This is because if economic agents have insatiable consumption demands, the notion of primally deficient demand as the first cause of unemployment becomes problematic. Instead the cause of unemployment must be located in missing markets, price-wage rigidities, or information imperfections, all three of which force a departure from the benchmark of full-information perfectly competitive markets, thereby preventing the mutual realization of trading plans.
The Neo-Classical theory of utility maximization is a philosophically appealing framework for addressing human action. With simplicity and ease it resolves the difficult theoretical problem of agency, providing a framework for understanding and addressing action and choice by individuals. The appeal of the approach is clear and common-sensical: where people make conscious choices, they do so with an eye to their perceived self-interest. It is important not to overstate the claims of the theory. The theory only requires that choices be in one's perceived selfinterest, where these perceptions are subjective rather than objective. This leaves plenty of room for ex-post regret. Moreover, the emphasis on perceived self-interest leaves room for the possibility of persuasion, and for the possibility of mistakes arising from incorrect information or lack of experience. In choices involving computation there is also room for mistakes if computational abilities are limited. Furthermore, these mistakes can persist until they are somehow brought to the attention of the person making the choice: however, once recognized, the pursuit of self-interest would require that they be remedied (after taking into account any resource cost to remedying them). It should also be noted that the theory only applies to situations in which intentional choice is exercised: as such it does not apply to actions made out of habit or reflex, though it is then interesting to inquire how habits are initially formed, and how persons can be persuaded to change their habits. Finally, the theory makes no contribution regarding why people get satisfaction from particular choices and not from others. This opens the all important question of "tastes," and how they are formed.
If it is hard to disagree with the theoretical claim that freely exercised conscious choice is directed toward enhancing one's perceived well-being, it is not difficult to challenge the "hedonistic" representation of this claim (which dominates mainstream economic thought) in which well-being derives from the pursuit of private consumption. The current paper questions this claim, and replaces it with the claim that human action is motivated both by the pursuit of consumption and the desire to ac cumulate wealth. The response of existing Neo-Classical theory to such behavior is to refine the description of the individual to include inter-generational altruism. Well-being is therefore made to depend on own consumption levels plus the utility of future generations (Barro, 1974) . This description is captured by a utility function of the following form
where Ut = lifetime well-being of generation t. Ct = vector describing lifetime consumption pattern of generation t. Ut+1 = lifetime well-being of generation t+1.
Generation t is thus implicitly concerned with the consumption patterns of all future generations, and therefore has an implicit infinite horizon with regard to its economic decisions. This specification therefore maintains the hedonistic interpretation of economic action, while explaining wealth accumulation in excess of lifetime consumption through inter-generational altruism.
One obvious challenge to this refined theory of hedonistic behavior concerns why individuals leave bequests in a world in which real per capita income is rising over time. Of course one response is to make ad hoc assumptions about the parameters of the utility function (tastes), and assume that persons get greater utility from the consumption of future generations. However, this treatment raises doubts concerning another critical element of existing theory, namely the Fisherian theory of interest rates. This is because Fisherian theory relies on positive rates of time preference to explain interest rates, but the validity of this assumption is questionable if at the same time individuals get greater well-being from the consumption of future generations.
The above maneuverings of contemporary Neo-Classical theory were long ago anticipated by Thorstein Veblen (1949, p. 347 ) who wrote of the hedonistic version of marginal utility theory
The hedonistically presumed final purchase of consumable goods is habitually not contemplated in the pursuit of business enterprise. Business men habitually aspire to accumulate wealth in excess of the limits of practicable consumption and the wealth so accumulated is not intended to be converted by a final transaction of purchase into consumable goods or sensations of consumption. Such commonplace facts as these, together with the endless web of business detail of a like pecuniary character, do not in hedonistic theory raise a question as to how these conventional aims, ideals, aspirations, and standards have come into force or how they affect the scheme of life in business or outside of it; they do not raise those questions because such questions cannot be answered in the terms which the hedonistic economists are content to use, or indeed, which their premises permit them to use. The question which arises is how to explain the facts away: how theoretically to neutralize them so that they will not have to appear in the theory, which can then be drawn in direct and unambiguous terms of rational hedonistic calculation.
The current paper addresses these failings, and provides an alternative explanation of the psychological basis of economic action. This is now represented in terms of the desire for consumption and the desire to accumulate wealth, which implies a utility function of the form
where Wt = vector describing lifetime wealth pattern of generation t.
Wealth is therefore entered as a direct argument in the utility function, representing the operation of an "accumulation motive" which is a psychological drive to economic action that is distinct from and independent of the "consumption motive". Just as the desire for consumption is ultimately the desire for the physiological and psychological satisfactions derived from the act of consuming, so too the desire to accumulate wealth should be understood in terms of the psychological needs it satisfies. Prime amongst those needs satisfied by the accumulation of wealth are the acquisition of power and the fulfillment of a sense of achievement. Professional psychologists studying personality (see McClelland, 1985) have identified the desire for power and achievement as two critical attributes in personality, while the philosopher Bertrand Russel (1938, p. 11) thought that power and glory were the highest aspirations of mankind, and about which he wrote "Of the infinite desires of man, the chief are the desires for power and glory." Within the context of contemporary society the accumulation of wealth satisfies these psychological drives: through the market economy it confers power because of the command it provides over resources and labor, while the accumulation of riches is esteemed as one of the highest forms of achievement. The individual therefore chooses c1, c2, w1, and w2, where w1 may be positive or negative depending on whether an individual borrows or lends in the first period. Note that borrowing gives positive utility because it enables increased period 1 consumption, but in addition to the interest cost there is also a utility cost which derives from the psychological effects of being in debt.
The first order conditions for the lagrangean (L) are
where a1 and a2 are the lagrangean multipliers which are positive because of the equality nature of the constraints. Households marginal rates of time substitution are given by
where the function t denotes the subjective rate of time preference which depends on tastes, and the levels of consumption and accumulation. Note that d, the discount rate measures the relative importance of present and future utility, while the ratio Uc1/Uc2 measures the marginal rate of substitution between present and future consumption. Using (4a), (4c), and (5) yeilds
Since a1 and a2 are both positive this implies that (a1+a2)/a1 > 1 which implies that t > r, so that in equilibrium households' subjective rate of time preference exceeds the interest rate. This result may be understood as follows. In the standard Fisherian model the interest rate is equal to the rate of time preference to compensate households for the psychological cost of delayed consumption.
However, now households get utility from the act of saving itself so households need less compensation in the form of interest for delaying consumption. Note that if a1, which measures the marginal utility to current period wealth holding, were zero then the standard Fisherian result would obtain.
The above explanation of the desire for wealth significantly changes the interpretation of savings behavior. Rather than being exclusively for purposes of providing for future consumption, saving now becomes an end in itself. An interesting implication of this is that first period saving can be positive even when real interest rates are negative as can be seen by inspecting equation (6) which can still hold when r < 0. This outcome is not possible in the standard Fisherian model for which the first order condition is (1+t) = (1+r). The logic of the new result is that despite negative real interest rates households are sufficiently compensated for delaying consumption by the utility derived from accumulating. However, though the real interest rate can be negative, in a monetary economy the nominal rate can never be negative. This is because agents always have the option of holding money.
Another implication of the model is that the level of aggregate savings will depend on the strength of the accumulation motive which itself depends on local cultural and historical conditions, and this can help explain both inter-temporal and cross-country variations in savings patterns. The presence of the accumulation motive also explains why households leave bequests, since these now become the final measure of accumulation and are therefore a source of psychological satisfaction in their own right. Lastly, a critical feature of this respecification of utility to include the accumulation motive is that it retains the fundamental problem of scarcity which is at the base of all economic analysis. The desires for power and control, and for achievement and social status, which manifest themselves in the act of wealth accumulation, mean that individuals will engage in a constant struggle for the possession and control of resources. Yet paradoxically, within modern capitalist economies, though scarcity is the universal condition, there can simultaneously exist conditions of deficient demand as a result of under-consumption. It is to this issue we now turn.
IV. Macroeconomic implications of the accumulation motive: toward a new macroeconomics.
The previous section offered a microeconomic interpretation of the accumulation motive which was located within a traditional neo-classical framework. This section analyses some of the macroeconomic implications that follow from recognition of the accumulation motive. The fundamental claim is that the accumulation motive is potentially generative of "contradiction" within the structure of capitalism, and this results in periods of less than full-employment and less than full utilization of capacity. However, it is important to recognize that although capitalist economies may be susceptible to contradiction, this does not mean that the forces for contradiction dominate all or even most of the time. Instead, these forces are latent and periodically assert themselves. This process is not subject to modelling in logical time, but rather is one that is embedded in the uneven unfolding of history. Thus there may be periods in which the contradictions of the system repeatedly assert themselves, or there may be periods of prolonged prosperity when the contradictions lie below the surface and are not readily discernable. An example of this latter case is the thirty years of relatively uninterrupted prosperity that followed the end of World War II, during which significant institutional developments(discussed later) succeeded in ameliorating the system's contradictions, and enabled private wealth accumulation to proceed apace with relatively full-employment.
Capitalism is without doubt a powerful and vital form of social organization that has been remarkably successful in effecting production. Self-interest, directed toward personal consumption and private wealth accumulation, serves to motivate economic action, and when placed in a system of market exchange based on private property, it constitutes a powerful force for the development of the means of production.
However, production is not undertaken for its own sake, but rather for purposes of making sales and realizing profits, which can in turn be used to finance consumption or wealth accumulation on the part of business owners. It is at this point that the contradiction inherent in "self-interest private property" capitalism emerges. This is because the accumulation motive, which is a major drive to economic action, may simultaneously obstruct the realization of sales. The problem arises because of what may be termed "intermediated accumulation" whereby households accumulate wealth in the form of financial claims(which includes money) rather than real goods. This process of directing income toward acquisition of financial claims may under certain conditions reduce the demand for output, thereby generating a problem of deficient demand. At this stage the behavior of firms, which are the locus of production, enters the picture. Profit maximizing firms are not in the business of producing for production's sake, and rational behavior on their part calls for reduced output and employment in the face of demand shortages. Note that if owners of firms were willing to accumulate wealth in the form of unsold inventory this problem would not arise. In this case profit maximizing firms would be willing to produce, and simply pay over all unsold production as dividends. However, accumulating piles of inventory, which are themselves subject to deterioration, yeilds no utility and is perceived as manifestly irrational by all.
To summarize, the contradiction in the system emerges from the interaction of three features: (i) the accumulation motive, (ii) intermediated accumulation, and (iii) profit maximization by firms , where firms constitute the locus of production. Viewed from a systemic standpoint self-interest private property capitalism has been highly successful in developing the means of production, but it has been far less successful in addressing the problem of wealth accumulation and its potentially attendant problem of insufficient demand.
As mentioned earlier such economies can still experience prolonged periods of prosperity. These are periods when the system takes care of itself, and they are characterized by (i) a high rate of household acquisition of consumer durables and housing, so that wealth accumulation is in the form of real goods and contributes to aggregate demand rather than reducing it, (ii) a coincidence between private desires to accumulate wealth and corporate desires to expand or modernize the means of production. In these circumstances firms sell liabilities to households and use the proceeds to finance real investment, so that the accumulaton motive once again, albeit indirectly, promotes aggregate demand.
Considered more abstractly, the problem of deficient demand emerges when households seek to accumulate wealth in the form of non-reproducible items, in which case income flows are diverted from the purchase of produced goods. For our purposes these non-reproducibles include land, existing durables and financial claims, and of course money of which Keynes wrote "Unemployment develops, that is to say, because people want the moon;-men cannot be employed when the object of their desire(i.e. money) is something which cannot be produced....There is no remedy but to persuade the public that green cheese is practically the same thing and to have a green cheese factory(i.e. a central bank) under public control(GT, p.235)."
Standard descriptions of the economy's structure such as are embodied in the GNP accounts, divide the economy into a market and non-market(household) sector, and it is only activity in the market sector that is counted as part of GNP. The above analysis is suggestive of an alternative framework in which the economy consists of a reproducibles sector(R) and a non-reproducibles sector(NR).6 Contractions of employment then occur when income flows are diverted away from the R sector to the NR sector. However, there are equilibrating factors which mitigate against the contraction. Firstly, activity in the NR sector itself involves transacting(e.g. brokerage) and this generates employment: NR workers may then choose to spend part of their income on R goods.
Secondly, sellers of NR items may use part of their sale proceeds to purchase R goods, and this serves to redirect demand to the R sector. Thirdly, increases in the demand for NR items drives up their price relative to R goods, and this serves to shift demand back to the R sector. Problems only emerge when population growth slows below its previous levels in which case debt repayment effects may dominate new borrowing.
A second development concerns the expansion of government's role as a consumer of goods and labor services, and as a provider of financial claims. This role was recognized by early keynesians (Tobin,1963) who saw government as stepping in and running a deficit in order to absorb the surpluses of private households.9
A third development concerns the evolution of the modern corporation as described by Galbraith(1967) . The modern corporation has identified the constitutional weakness that exists on the demand side, and it therefore seeks to ensure the stable expansion of demand through advertising and product innovation. These measures expand the scope of consumer wants, promote the accumulation of consumer durables, and may even contribute to the destruction of existing stocks of consumer durables by encouraging consumers to discard older items.
A fourth and final innovation concerns the management of the firm and its goals(objective function). Earlier, the profit maximizing behavior of firms was identified as part of the problem in maintaining aggregate demand because firms were unwilling to undertake unprofitable investment opportunities. The separation of ownership from control which characterizes the modern corporation enables management to pursue other goals. Though traditionally viewed as a microeconomic phenomena, this change of goals and accompanying change in behavior may have significant macroeconomic consequences. To the extent that managerially controlled firms become consumers of produced goods, where this consumption is chosen to maximize managerial welfare, firms now serve to maintain demand other than through investment expenditure. This suggests the following re-statement of the definition of aggregate demand for a closed economy To the extent that take-overs or stock holders succeed in reigning in managerial expenditures this could be deflationary(though possibly welfare improving).
If the above developments serve to mitigate the problem posed by the accumulation motive, there are also forces that may worsen it. Prime amongst these is income distribution. If the demand for wealth, particularly in the form of financial claims, is increasing in income(a normal good) and has an income elasticity that is increasing in income, then redistributions of income in favor of upper income groups will shift demand toward NR items and reduce demand for R goods, thereby lowering output and employment. Such an outcome is similar to the Cambridge, England approach to aggregate demand pioneered by Kaldor(1956) , only now there is no appeal to the arbitrary distinction between capitalists and workers.
One final issue concerns the ability of price deflation, brought about by nominal wage deflation, to solve the effective demand problem posed by the accumulation motive. This issue relates to the Pigou effect. Neo-keynesian macroeconomics posits that price level declines are unambiguously expansionary. However, now there are offsetting effects owing to the existence of inside debt, where these debt effects operate on both the demand and the supply sides of the economy. Price level declines make creditors better off and debtors worse off. If debtor households have a lower marginal propensity to accumulate than do the creditor households holding their obligations, price declines are deflationary. With regard to firms, price level declines reduce the ability of firms to fund investment expenditures and managerial consumption. Additionally, firms may be unable to obtain their desired working capital needs, and this imposes an effective supply constraint which also reduces employment and output. Considered together, the existence of inside debt makes it unlikely that price level reductions can solve the problem posed by the accumulation motive.
V. Conclusion.
This paper has presented a theory of individual behavior in which the drive to accumulate wealth is a critical motive behind economic action. The suggested theory is fully consistent with the Neo-Classical approach to choice, subject only to displacing the traditional hedonistic representation. When this theory of behavior was placed in the context of a self-interest private property economy in which individuals accumulated wealth through the acquisition of financial claims(intermediated accumulation), and in which production was organized by profit maximizing firms, it provided a logical explanation of effective demand failure. The paper also identified a number of institutional developments that tended to ameliorate the problem of insufficient demand, but it also argued that price level deflation did not offer a solution. Lastly, the accumulation motive explained why equilibrium real interest rates could be negative.
